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Abstract 
This study investigates the effect of exchange rate movements on foreign direct 
investment (FDI) inflows. According to previous studies, it seems to be a significant correlation 
between exchange rate movements and the FDI inflows. However, the result differs depending on 
different factors and motives. During the last decades, the economic growth within South Korea 
and China has been massive. Each country has had an annual average growth rate of approximately 
10 percentage. Furthermore, South Korea is perceived as an open country with a floating exchange 
rate. China is rather seen as a closed country with a fixed exchange rate.  
In order to analyze the relationship between exchange rate movements and FDI 
inflows, we created an econometric model where our dependent variable is the annual FDI inflow 
and the independent variable of interest is the real effective exchange rate. Based on our results, 
we can conclude that there is a significantly negative correlation between real effective exchange 
rates and FDI inflows so that an appreciation (depreciation) of the local currency leads to a decrease 
of FDI inflows (increase of FDI inflows).  
 
 
 
 
 
 
 
 
Keywords: Foreign direct investments (referred to as FDI), real effective exchange rate, volatility, 
real interest rate, appreciation, depreciation.  
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 1 
I. INTRODUCTION 
 
According to several theories, there is a correlation between the movements within 
the exchange rate and the foreign direct investments (FDI) inflow. However, different theories have 
several opinions about how these two elements are impacting each other, as well as if the 
correlation between them seems to be positive or negative. For instance, Lily, et al (2014) as well 
as Quéré, et al (1999) claims that the correlation is positive, so that an appreciation of the local 
currency is increasing the FDI inflows. Their explanation for this is that an appreciation would lead 
to a higher purchasing power among the local consumers, which will have a positive effect on the 
economic growth and the FDI inflows. Further on, Froot & Stein (1991) and Dewenter (1995) 
claims that a depreciation of the local currency would stimulate the FDI inflows, since the cost of 
capital would decrease and it will be cheaper for foreign countries to invest in the domestic country.  
We believed that this topic is important and interesting since FDI brings capital, 
technology and productivity enhancement. All of these variables are rather important for the 
economic development. Therefore, it would be interesting to observe if exchange rates movements 
could affect the inflow of capital and hence, indirectly the economic growth.  
The topic is discussed and analyzed from different perspectives. For instance, factors 
such as volatility of the exchange rate, the real interest rate within each country as well as if the 
exchange rate is fixed or floating is by many theories seen as crucial factors during this context.  
 
Purpose 
 
The general purpose of the study is to test our hypothesis based on theories and 
thereby, conclude the strengths and weaknesses of the existing theories regarding this subject. We 
find this topic interesting since different theories have different claims and opinions about the 
relationship between exchange rates and FDI inflows, all with very logical and relevant 
explanations for their respective claims. 
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Research question 
 
Our research question is; Does exchange rate movements impact the FDI inflows in 
China and South Korea? 
 
Hypothesis 
 
Our main hypothesis is, first and foremost, that we expect that exchange rate 
movements will have a significant impact on the FDI inflows but based on theories this correlation 
could move in different directions due to different factors. As mentioned earlier, Froot & Stein 
(1991) as well as Dewenter (1995) observes a negative relationship between the two factors, so 
that a weaker local currency would lead to increased FDI inflows and the other way around, which 
means that a stronger local currency indicates lower FDI inflows. On the other hand, Lily, et al 
(2014) and Quéré, et al (1999) are finding the opposite results when they are testing the relationship 
in several developing countries, mostly in Asia. However, we believe that the biggest indirect effect 
the exchange rate movement has on the FDI inflows is that it increases the cost of capital and makes 
it more expensive for foreign countries to invest. Thereby, our hypothesis regarding our key 
research question is that there is a negative correlation between the value of the two currencies and 
the FDI inflows into the countries. This would mean that an appreciation of the local currency 
would lead to a decrease of FDI inflows.  
We expect that volatility and thereof, risk and uncertainty of the exchange rate has a 
significant negative effect on the FDI inflows in both of the countries. Besides from this we believe 
that there are differences between fixed and floating exchange rates regarding this matter. 
Regarding the real interest rate, we certainly expect that a higher interest rate 
increases the demand for investments. Hence, we expect a positive correlation between the real 
interest rate and the FDI inflows. 
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II. BACKGROUND AND CORE CONCEPTS 
 
Background 
China 
China has been perceived as a country with strict capital controls. Moreover, capital 
controls are referred as taxes or restrictions on international transactions in assets, such as stocks 
and bonds. Capital controls can also be applied to foreign exchange rates. These capital controls 
tend to reduce the volatility of capital flows. Hence, it makes it even harder for foreign investors 
to invest in the country (Neely, 2017).  
 
FDI 
Between 1979-1985, China's governments started to introduce different policies that 
would attract and allow foreign direct investment into China. However, it was only possible for 
foreign investors to invest in China through ”joint venture enterprises” with Chinese partners. Due 
to the regulation, FDI inflows was very low and also restricted to different geographic areas (Wei 
& Liu 2001). From the year 1986, the restrictions on foreign ownership were reduced, which led 
to an annual increase of FDI inflows by almost 20 percent.  
Moreover, the dominant type of FDI changed from equity joint ventures to 
contractual joint ventures as well as full-owned enterprises. A higher ratio of export-oriented and 
technological enterprises combined with a well-developed infrastructure was the main reasons for 
why China started to be attractive for foreign investors (Wei & Liu 2001). The year 1992, the 
current leader of China, Deng Xiaoping, started the acceleration of FDI inflows since China would 
proceed to encourage market-oriented reforms as well as policies in order to open up for foreign 
investors. This was crucial for the economic development in China and the amount of FDI inflows 
rose from $4,37 billion in 1991 to $41,7 billion in 1996. 
The annual growth rate of FDI inflow proceeded and remained upward trending until 
1999, when the amount of FDI dropped by 11 percent. This is mostly due to a demand for 
acquisitions within OECD and non-OECD countries (Wang, 2011). 
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 Higher entry requirements from WTO (World Trade Organization) forced the 
Chinese government to reorganize its economic policies and structure. Hence, increased foreign 
openings within sectors as banking, finance, insurance, and telecommunications was approved.  
Furthermore, industrial tariffs and quotas for export and import was also removed. 
Thereby the amount of FDI inflows increased even further. The financial crisis in 2008 decreased 
the FDI inflows. However, it only decreased by 2,56 percent. Later on, the Chinese government 
did some macroeconomic changes as well as stabilize the currency. Therefore, the amount of FDI 
inflows rose by 17.44 percent in 2009 (Chai & Roy 2006). 
 
 
Graph 1 - FDI inflow in China, source: World Bank 
 
Exchange rate 
Before 1979, China used a centralized regime where the government controlled the 
supply and demand of the exchange rate. Thereof, the exchange rate was fixed (Zhang. J, Liang.Y. 
2006). Due to the liberalization policy in 1979, foreign trade systematically started to be 
decentralized. The Chinese currency was at this moment overvalued, which led to an unprofitable 
export sector as well as a lack of the foreign exchange reserves. In order to antidote the situation, 
the Chinese committee introduced a dual track exchange system. A dual track exchange system 
indicates that a country has two different exchange rates in which its currencies are exchanged. A 
dual system often consists of both fixed and floating exchange rates (Gang Yi, 2013). 
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During this time, foreigners were not allowed to own the Chinese currency 
“renminbi”. Instead, they needed to exchange their currency to foreign exchange certificates at the 
Bank of China (Browne, 2010). Nonetheless, the dual track exchange system generated several 
misinterpretations. During the time, the United States and IMF (International Monetary Fund) were 
accusing China of using its dual exchange system as a way of subsidizing exports.  
Later on, the dual track exchange rate included foreign exchange swap rate. The 
introduction of the swap rate was vital for China’s further foreign trade transaction (Lin & Shermm, 
2003). Since 1994, the Chinese currency has been pegged against the US dollar but systematically 
adjusted for changes against a basket of major currencies instead. Thereby it was unpegged to the 
US dollar in 2005. A gradually higher development on the Chinese economic and financial markets 
led to a significant appreciation of the official exchange rate after 2006, which can be seen in 
 “graph 2”. 
 Today, the official exchange rate in China is seen as a single floating currency. 
However, it has a daily floating band to plus/minus one percentage. Otherwise, the People’s Bank 
of China has the power to intervene the official exchange rate, which makes it less volatile. Hence, 
China is still often referred to as a country with a dual track exchange rate system and tight capital 
controls. China has stated that they will reduce the market interventions and make the official 
exchange rate even more floating in the future (Gang Yi, 2013). 
 
                
Graph 2 - Official exchange rate, USD/CNY, source: World Bank. 
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South Korea	
                      South Korea’s economic development has been massive and it has been one of the 
best performing countries based on GDP per capita for the last decade. South Korea's GDP per 
capita has been growing from about $158 in year 1960 to almost $27.500 in 2016 (World Bank), 
which compared to other countries is an extreme growth rate. Between 1986 and 2015, the average 
annual GDP growth rate was 6,08 percentage.  In 1996, South Korea became a member of the 
Organization for Economic Cooperation and Development (OECD), which officially marked them 
as a wealthy and industrialized country.  
In 2004, they joined the club of trillion-dollar economies, and the country is today 
ranked as the world’s 12th largest economy concerning GDP. Besides from this, South Korea’s 
economy is, and has for many years been, very driven by exports. In 2013, exports of goods and 
services accounted for 53,9 percent of the GDP (Investopedia). 	
 	
FDI	
As can be seen in “graph 3”, South Korea's FDI inflows has been growing from about 
$500 million to almost $11 billion in only 30 years. Further on, the FDI inflow have averaged 
around $10 billion from 2006-2016. According to Nordeatrade (2018), investments have been 
under pressure due to external shocks, including unfavorable international economic context. After 
1997, the FDI inflows increased significantly, which could be linked to the fact that they became a 
part of OECD in 1996. This could in turn be considered as a sign of wealth and legitimacy. Another 
reason could be that they officially changed to a floating exchange rate regime. According to 
Aizenman (1992), floating exchange rate regime encourage FDI while fixed exchange rate regime 
is more conductive to FDI.	
 After this, the FDI inflows decreased to start increasing rapidly again in 2004. The 
FDI decreased dramatically in 2015, which according to Nordeatrade (2018) was a result of the 
withdrawal of Tesco, but only one year after this, in 2016, the FDI inflows reached even higher 
levels than 2014. 	
According to Nordeatrade (2018), the growth of the FDI inflows as a result of the 
economic growth and a higher specialization on information and communication technologies. 
However, they are mentioning that a big concern for foreign investors is still the lack of general 
transparency in regulations.  
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Graph 3 - FDI inflow in South Korea, source: World Bank 
 
Exchange rate	
The South Korean Won was in 1902 introduced as the official currency of Korea. 
Under Japanese rule, Korea had to adapt the Yen, replacing the Won. After World War 	
II, South Korea reestablished the Won as the official currency in 1945. After being replaced one 
more time, the second Korean won was established in 1962 and the currency was fixed to the US 
dollar with a pegged rate that changed multiple times up until 1977, when South Korea established 
a floating exchange rate (XE Corporation, 2018). which we can observe in “graph 4”. 	
Besides from this, the value of the Won against the US dollar has been going up and 
down without any extreme changes in the long run. As we can notice by observing “graph 4”, one 
US dollar was in 1986 worth approximately 9,000 Won, while it was worth almost 12,000 Won in 
2016. In other words, over a 30 year period, the won has depreciated against the US dollar by 
approximately 25 percent.  
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Graph 4 - Official exchange rate, USD/KRW, source: World Bank. 
 
CORE CONCEPTS 
Foreign Direct Investments (FDI) 
Foreign direct investment can be defined as enterprises establishing operations or 
investments abroad in order to acquire lasting interest in other enterprises. The main purpose is to 
have an effective relationship with the management for the new investment abroad. (UNCTAD, 
1999).  
FDI Components 
Most of the components within FDI are equity or debt instruments. Equity includes 
common and preferred shares, reserves, capital contributions as well as the reinvestment of 
earnings. Debt instruments include different securities such as for instance bonds, debentures, 
commercial paper, deposits, loans, and trade credit. All cross-border transactions and positions of 
these different kinds of equities and debt instruments are included in FDI (OECD, 2008).  
 
Different types of FDI 
As defined by Chen, et al (2005) market oriented FDI is the expansion of firm’s 
business abroad in order to produce and sell on a foreign market. Instead, cost oriented FDI is the 
establishment of a foreign subsidiary in order to produce output, which instead is exported back to 
the firm’s origin country.   
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Positive effects of FDI 
Foreign direct investments are rather important since it brings capital, new 
technology, productivity enhancement and creates employment opportunities for the domestic 
population. All these factors are crucial for the economic growth and it is also integrating the home 
country with the global world (OECD, 2002). Buckle, et al (2007) and Borensztein, et al (1998) 
are concluding that inward FDI should be encouraged in high-technology industries in order to 
achieve positive spillover effects, while inward FDI should not be encouraged in low-technology 
industries. In other words, with the right conditions, FDI could lead to positive spillover effects 
such as technological spillover that could enhance the productivity. 
 
Negative effects of FDI 
Exploitation is a somewhat negative effect since labor laws combined with 
unemployment within the developing countries tend to lead to relatively low wages. Furthermore, 
the working condition also tends to be weak. Foreign firms have also been accused of violating 
human and labor rights in countries where such rights tend to be depressed (Arnal & Hijzen. 2008). 
 Draining of money and resources are mentioned as an adverse effect of FDI. When 
foreign firms enter the industry, it tends to drain resources, mostly from skilled labor who are 
attracted by higher wages. This could lead to a lower production and it could even reduce the 
growth of the industry (Doytch & Uctum. 2011). 
Furthermore, foreign firms main purpose with expanding its business is usually to 
make a profit. The profit could then be transferred back to the origin country instead of being kept 
in the foreign country (Doytch & Uctum. 2011). Moreover, a higher degree of foreign entry tends 
to disturb the current market equilibrium, which forces domestic enterprises to decrease its outputs 
and thereby the average cost tends to increase. Hence, it would be tougher to develop local 
industries (Aitken & Harrison.1999). 
Exchange rates 
Exchange rates is a relative measure and thereby, it has to be measured against one 
or many different currencies. In this thesis, we are using the US dollar (USD) as the reference 
currency when we are referring to the nominal exchange rate.  
 10 
We are using direct quotation for the won (KRW) and the yuan (CNY), which means 
that we measure how much one US dollar is worth in terms of the local currency. For example, 
USD/KRW is currently approximately 1,082 which indicates that one US dollar is worth 1,082 
won. 
 
Nominal exchange rates and real effective exchange rates 
The nominal exchange rate is the actual spot exchange rate against a specific foreign 
currency for which the local currency is traded in. This measurement is not adjusted to any other 
factors. An effective nominal exchange rate is the local currency relative to a basket of several 
foreign currencies instead of just one currency. Thereby, the real effective exchange rate is the 
nominal effective exchange rate (a measure of the value of a currency against a weighted average 
of several foreign currencies) divided by a price deflator or index of costs (World Bank). Since the 
real effective exchange rate is focusing on the actual value of the local currency against several 
major currencies. The fluctuations in the foreign currencies will have a much smaller impact on 
the real effective exchange rate than if we would, for example, have observed the real or nominal 
exchange rate against for example US dollar. The real effective exchange rate is also adjusted for 
the actual inflation, which removes inflation as a potential bias variable. 
Real interest rates 
  First of all, the real interest rate is the actual nominal interest rate adjusted for actual 
or expected inflation. The adjustment is made by subtracting the actual or expected inflation from 
the nominal interest rate (Investopedia).  
Volatility 
Volatility is a measurement of fluctuations of for example the value of a stock or the 
value of an exchange rate relative to another one. In this thesis, we are calculating the volatility by 
observing the weekly percentage change of the nominal exchange rate relative to the US dollar for 
each year.  
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III. THEORY AND LITERATURE 
 
Negative correlation between exchange rates and FDI inflows 
 
In the regression made by Froot & Stein (1991), it can be concluded that FDI is the 
only type of capital inflow that is significantly negatively correlated with the value of the US dollar. 
In their analysis, they conclude that there has been a strong negative correlation between these two 
factors in the United States between 1973 and 1987. Their results show that a 10 percent US dollar 
depreciation is associated with additional FDI inflows of approximately $5 billion. The explanation 
of this is, to summarize, that a weak US dollar makes American assets cheaper relative to foreign 
countries assets and thereby, the foreign capital inflow is increasing. In another regression, Froot 
& Stein separate different industries in order to explore whether there is any significant diversity 
in of how the value of the US dollar is correlated with the FDI inflows across different sectors. 
Their results are showing that there is no significant diversity, all coefficients are negative, and five 
of them are significant. Finally, they found that the most prominent exchange rate effect can be 
found in manufacturing industries, particularly chemicals.  
Later on, Dewenter (1995) investigated the relationship between the US dollar and 
the amount of capital inflow of cross-border acquisitions between 1975 and 1989. The study 
confirmed that a depreciation of the US dollar is mostly associated with a higher amount of foreign 
acquisitions into the United States and thereby, the capital inflow increases. 
Takagi & Shi in (2011) analyzed the relationship between exchange rate movements 
and FDI outflows from Japan during 1987 and 2008. They found empirical evidence that a higher 
value of its local currency (yen) towards the host countries currency would boost the amount of 
FDI outflows. This also suggest a negative correlation between the exchange rates and the FDI. 
 
Positive correlation between exchange rates and FDI inflows 
 
Lily, et al (2014) argues that during currency appreciation, FDI inflows become 
positive if the objective is to serve the local market and harmful if the objective is to re-export or 
reduce cost purpose.  
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This reasoning is similar to Quéré, et al (1999) who states that an appreciation will 
lead to increased purchasing power among the local consumers which will have a positive effect 
on FDI since higher consumption leads to higher economic growth, which in turn is attracting 
foreign investors. Lily, et al (2014) and Quéré, et al (1999) are testing the long-run correlation 
between the FDI and exchange rate in several developing countries, mostly in Asian and their 
empirical results show that the correlation is positive. An appreciation of the local currency will 
according to their results increase the FDI inflows in the country, and a depreciation would decrease 
the amount.  
 
Volatility of exchange rate and FDI inflows 
 
According to Campa (1993), Dixit & Pindyck (1994, 1995) as well as Rivoli & 
Solario (1996), the volatility and the uncertainty of the exchange rate has a negative effect on  
FDI and discourage the amount of FDI to entry into the specific country. The main reason for this 
is that companies prefer to wait in order to get better information about the future expectations of 
the exchange rate. Empirical estimations also confirm that higher volatility and uncertainty of the 
exchange rate decreases FDI inflows.  
Moreover, as the uncertainty of the different circumstances increases, the opportunity 
cost will also increase. Hence this could lead to a decrease in the FDI inflows for countries who 
conduct financial volatility. This could also be referred to as the “real option” model. Both Campa 
(1993) and Dixit (1989) argues that the volatility of the exchange rate can be explained by the real 
options model. The model can be briefly explained by a firm which owns an option to enter the 
new market. The option has a price that can be referred as a sunk cost (k) to enter the new market. 
However, the return from using the option is determined by the expected present value from future 
profits from the new markets. This option has a value, and the firm will in most case not use the 
option as long as the expected change from the option is higher than the expected return from the 
period. In general, the result from option pricing theory is that the value of the option raises when 
the volatility of the market increases. In our case, the exchange rates also tend to fluctuate. Higher 
volatility leads to a higher value for the option, the environment is getting more uncertain about 
the future and therefore tends to wait until they enter the new market (Dixit 1989).  
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Fixed versus floating exchange rate 
 
Devereux & Engel (2001) as well as Aizenman (1993) stated that the FDI inflows 
would be more effective with floating exchange rate rather than a fixed exchange rate regime. 
During 1993 and 2001, they analyzed the optimal choice of the exchange rate and found empirical 
supports that floating exchange rate is preferred in most of the countries since the economy is better 
protected from foreign demand shocks with a floating exchange rate, which does not affect the 
domestic consumption within the specific country.  
Also, countries can be a cushion against foreign demand shocks because the relative 
pricing movements could prevent a high ratio of demand changes within the country. Furthermore, 
firms tend to price their investment into markets where the local markets currency is the primary 
currency. This would be persistent since floating regimes usually encourage productions by all 
firms, including subsidiaries from multinational enterprises.  
 
Literature review 
 In general, we find both positive and negative aspects regarding our literature. To 
start with, Froot & Stein (1991) have used observations between 1972 and 1988, which is a 
relatively short period of time. Also, Froot & Stein (1991) as well as Dewenter (1995) are only 
focusing on the real exchange rate in United States which could make the results too narrowed, 
thereby it is hard to draw general conclusion. However, the United States is an advance economy 
and that could be an explanation why the correlation is negative. Even Takagi & Shi is analyzing 
the FDI outflows and exchange rates relationship for Japan, also seen as an advance economy. All 
the conclusions regarding the negative correlations are based on advanced economies, this is 
something that could make our general conclusions weak.  
The studies presented by Lily, et al (2014) and Quéré, et al (1999) have the same 
shortcomings regarding the number of observations since they are only observing the process in 
developing countries, mostly in Asia. In order to get a comprehensive view about the correlation 
between exchange rates and FDI inflows, more countries would most likely be required. Also, these 
countries could be considered as emerging markets and thereby, this could contribute to why the 
process differ from the United States and Japan, which is seen as advanced economies.  
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Further on, Lily, et al (2014) research paper is observing nominal exchange rates 
against the US dollar for each country, which is more dependent on the value of the US dollar 
specifically compared to if they would use the nominal- or real effective exchange rate which is 
weighted against a basket of major currencies.  
Regarding Campa (1993), Dixit & Pindyck (1994, 1995) as well as Rivoli & Solario 
(1996), who are observing how the volatility of the exchange impact the FDI inflows, they are 
measuring the volatility in different ways. Further on, we have not investigated which method 
that is most suitable in this context and thereby, we can not draw conclusions about which of the 
studies that is most reliable regarding our study. 
 
IV. METHOD 
 
Summary of the method 
Based on previous theories, this paper will investigate the relationship between the 
FDI inflows and the value of the exchange rate in South Korea and China in order to test how well 
the different theories could be implemented in these countries. We have chosen to focus on South 
Korea and China since, for the last ten years, both countries have grown more than the rest of the 
world, which we can notice by looking at “graph 5”.  
Moreover, China is often seen as a country with strict capital controls and fixed 
exchange rate, and South Korea is rather seen as an open economy with a floating exchange rate. 
Thereof, we will compare the relationship between FDI and exchange rate between the two 
countries in order to hopefully be able to conclude differences of this relationship depending on if 
there is a fixed and floating exchange rate.  
In order to reach as specific conclusions as possible, we are using a quantitative 
method. Which has a focus on the measurements and amounts of the characteristics of the subject 
studied, whereas characteristics of qualitative research are to focus on the generation of theory 
rather than the testing of theories from previous research (Bryman & Bell, 2011). Henceforth, we 
will use a descriptive method in order to describe our collected data, as well as a hypothesis testing 
method in order, draw conclusions based on our collected data and our hypotheses.  
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Graph 5 - GDP growth in South Korea and China compared to the rest of the world. 
Source: World Bank  
 
Data 
Our crucial data is collected from different sources. The annual FDI inflows is 
collected from the World Bank, the real interest rates from Ychart.com, a financial research 
platform. The real effective exchange rates are collected from the World Bank as well as 
“Evaluation of Korea’s Exchange rate policy, a research paper published from the University of 
Chicago.  
The weekly average volatility and thereby the nominal exchange rates is collected 
from investing.com and XE corporations, also seen as financial research platforms. All values are 
measured between 1986 and 2015.  Based on our research question, we believe that a quantitative 
method is most useful in order to investigate our purpose and draw different conclusions about the 
relationship between exchange rates and the FDI inflow since we need to use econometric tools to 
analyze if the exchange rate has a causal impact on the FDI inflows.   
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Delimitations 
Firstly, we will delimit this thesis by only observing China and South Korea between 
1986-2015. This gives us 30 observations for each country since we have one observation for each 
year. Further on, South Korea is seen as an open country with floating exchange rate and China is 
seen as a strict country with fixed exchange rate. However, Chinas official exchange rates is single 
floating but has a daily trading span of +/- 1 percent, therefore it is still defined as a fixed regime. 
The differences between China and South Korea makes it interesting to see if its occur any 
differences between the two countries.  
In our following regressions, we have chosen variables that are parameters for the 
most important factors in this process. We are aware of the fact that FDI inflows is dependent on 
several factors, but we have created a simple model in order to illustrate the big picture of the 
relationship between the exchange rates and the FDI inflows. Our model accounts for the most 
important variables that could have an impact on the FDI inflows in the two countries.  
Our key variable will as said be the exchange rate, while the other two variables, 
 real interest rate and volatility of the nominal exchange rates could be seen as our control variables.  
Our primary focus is on how exchange rate movements are affecting FDI inflows and not the 
opposite way. As said, this process is very complex and there are several factors which are related 
in multiple different ways. For this reason, we will discuss potential limitations of our analysis in 
the discussion section. 
 
Empirical approach 
For the separate regressions for each country, we are conducting Ordinary Least 
Squares (OLS) regressions, which is also referred to as linear regressions. The OLS regression 
model writes:  
 
Y = β0 + Σj=1..p βjXj + ε 
  
Y is the dependent variable and β0 is the intercept of the model. X j is the 
independent variables that is affecting Y. ε is the random error with expectation 0 and variance 
σ². 
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Besides this, we will run fixed effect panel regressions which include both countries 
in order to observe the general correlation between the variables for both countries. A panel 
regression is based on panel data, also called cross sectional data. Panel regression allows us to 
control for both panel unit effect as well as for time effect when we are estimating our regression 
coefficients. (xlsat.com) 
We will also use a significance level of 5 percentage and thereby a confidence interval 
of 95 percentage. However, we will also observe if the coefficients for the variables are significant 
at a significance level of 10 percentage as well as 1 percentage. In the following regressions, the 
FDI inflows will be our dependent variable and the real effective exchange rate will be our variable 
of interest. The other variables will be used as control variables. In total, we will use 60 
observations (one for each year and each country between 1986 and 2015). We have used the 
following functions and variables in order to account for the most critical factors that are affecting 
the FDI inflows, except the exchange rate.  
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South Korea 
Equation South Korea:  𝑙𝑜𝑔	(𝐹𝐷𝐼) = 𝑏1 ∗ 𝑙𝑜𝑔	(𝑟𝑒𝑎𝑙	𝑒𝑓𝑓𝑒𝑐𝑡𝑖𝑣𝑒	𝑒𝑥𝑐ℎ𝑎𝑛𝑔𝑒	𝑟𝑎𝑡𝑒	𝐾𝑅𝑊) + 𝑏2 ∗ 𝑟𝑒𝑎𝑙𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑟𝑎𝑡𝑒 + 𝑏3∗ 𝑣𝑜𝑙𝑎𝑡𝑖𝑙𝑖𝑡𝑦 + 𝑏4 ∗ 𝑙𝐿𝑎𝑔𝐹𝐷𝐼 + 𝑏5 ∗ 𝑦𝑒𝑎𝑟 + 𝑈 
 
 
Definitions regarding separate regressions for South Korea 
Constant Value when all the coefficients is 0 
Log_FDI Log of FDI inflows 
Log_rerKRW Log of the annual average of real effective exchange rate for KRW 
Real interest rate Real interest rate % 
Volatility Volatility of nominal exchange rate (mean of all weekly percentage 
changes for each year) % 
Log_lag_FDI Log of the FDI inflows during the previous year (t-1) 
Year The actual year, consider annual time trend 
U The error term that includes all unobserved variables that have an impact 
on the dependent variable 
b_i The coefficient before the variable i which tells us how much the FDI 
inflow is changing when the variable i change by 1 unit or if it is logged, 
1% 
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China 
Equation China: log	(𝐹𝐷𝐼) = 𝑏1 ∗ log	(𝑟𝑒𝑎𝑙	𝑒𝑓𝑓𝑒𝑐𝑡𝑖𝑣𝑒	𝑒𝑥𝑐ℎ𝑎𝑛𝑔𝑒	𝑟𝑎𝑡𝑒𝐶𝑁𝑌) + 𝑏2 ∗ 𝑟𝑒𝑎𝑙𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑟𝑎𝑡𝑒 + 𝑏3∗ 𝑣𝑜𝑙𝑎𝑡𝑖𝑙𝑖𝑡𝑦 + 𝑏4 ∗ l𝐿𝑎𝑔𝐹𝐷𝐼 + 𝑏5 ∗ 𝑦𝑒𝑎𝑟2 + 𝑈 
 
 
Definitions regarding separate regressions for China  
Constant Value when all the coefficients is 0 
Log_FDI Log of FDI inflows 
Log_rerCNY Log of the annual average real effective exchange rate for CNY 
Real interest 
rate 
Real interest rate % 
Volatility 
 
Volatility of nominal exchange rate (mean of all weekly percentage changes 
for each year) % 
Log_lag_FDI Log of the FDI inflows during the previous year (t-1) 
Year The actual year, consider annual time trend 
U The error term that includes all unobserved variables that have an impact on 
the dependent variable 
b_i The coefficient before the variable i which tells us how much the FDI inflow 
is changing when the variable i change by 1 unit or if it is logged, 1% 
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Fixed effect panel regressions 
Equation fixed effect panel regression: 𝑙𝑜𝑔	(𝐹𝐷𝐼) = 𝑏1 ∗ 𝑙𝑜𝑔	(𝑟𝑒𝑎𝑙	𝑒𝑓𝑓𝑒𝑐𝑡𝑖𝑣𝑒	𝑒𝑥𝑐ℎ𝑎𝑛𝑔𝑒	𝑟𝑎𝑡𝑒) + 𝑏2 ∗ 𝑣𝑜𝑙𝑎𝑡𝑖𝑙𝑖𝑡𝑦 + 𝑏3∗ 𝑟𝑒𝑎𝑙𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑟𝑎𝑡𝑒 + 𝑏4 ∗ 𝑙𝐿𝑎𝑔𝐹𝐷𝐼 + 𝑏5 ∗ 𝑦𝑒𝑎𝑟 + 𝑏6 ∗ 𝑐ℎ𝑖𝑛𝑎𝑑𝑢𝑚𝑚𝑦 + 𝑈 
 
 
Definitions regarding fixed effect panel regressions 
Constant Value when all the coefficients is 0 
Log_FDI Log of FDI inflows 
Log_rer Log of the annual average real effective exchange rate for both currencies 
Real interest 
rate 
Real interest rate % for both countries 
Volatility 
 
Volatility of nominal exchange rate (mean of all weekly percentage changes 
for each year) % for both countries 
Log_lag_FDI Log of the FDI inflows during the previous year (t-1) 
Year The actual year, consider annual time trend 
chinadummy A dummy variable which separates the two countries and tells us the 
additional effect for China 
U The error term that includes all unobserved variables that have an impact on 
the dependent variable 
b_i The coefficient before the variable i which tells us how much the FDI inflow 
is changing when the variable i change by 1 unit or if it is logged, 1% 
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Explanation of regressions 
First and foremost, we logged the variable FDI which tells us the values of the FDI 
inflows for each year. We logged this variable in order to reduce the influence of high FDI values 
on regression outcomes. For the variables “Log (real effective exchange rate) for KRW” and “Log 
(real effective exchange rate) for CNY”, we have logged the real effective exchange rate values of 
the South Korean won (KRW) and the Chinese yuan (CNY). First of all, a real effective exchange 
rate variable adjusts to inflation rates and thereby consider pricing level changes. This could 
hopefully make the variable less bias. 
As mentioned, the fact that an effective exchange rate is weighted against an index 
of several major currencies also gives a more specific indication of how the value of the currency 
is changing without dependence on how the value of a specific foreign currency is changing. We 
logged this variable in order to get percentage changes which gives us better explanations of how 
the exchange rate movements are impacting the FDI inflows. The coefficient for this variable (b1) 
tells us that if the real effective exchange rate change by one percentage, the FDI inflows will 
change by b1 percentage.  
We also included the variable “real interestrate”, which is a parameter for real interest 
rate in percentage, since we are convinced that it has an impact on FDI inflows. The coefficient b2 
tells us that if the interest rate change by one basis point, FDI inflows will change by b2 percentage.  
Based on Campa (1993), Dixit & Pindyck (1994, 1995) as well as Rivoli & Solario 
(1996) theories, we also decided to include the volatility of the nominal exchange rate as a variable. 
We calculated this by collecting data on weekly average percentage change of the exchange rates 
for each year. Hence, we calculated the average of these values in order to get one value for each 
year. The coefficient b3 tells us that if the average weekly volatility for each year change by one 
basis point, the FDI inflows will change by b3 percentage.  
The variable “Log (lag FDI)” is the logged value of the FDI inflows the previous year 
(t-1). We created this variable to allow the FDI inflows to depend on the previous year’s FDI 
inflows. This tells us that if the value for the FDI inflows for the previous year is changing by one 
percentage, the FDI inflows will change by b4 percentage for the current year.  
Finally, “Year” is a variable for each year (1986-2015). We will include both “Year” 
and Log (lagFDI) in the regressions since this should reduce both a potential time trend as well as 
highly persistent variables.  
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Hence, the model will be more accurate and less bias. The model could be bias if 
there are some variables within U that are affecting both our dependent variable FDI inflow as well 
as any of our independent variables, which could be factors such as for instance political risk. 
As said, we created fixed effect panel regressions, where we have included the data 
for both countries in the same dataset. We are using the same variables but we are creating one 
regression for both countries. In order to separate the two countries, we have created a dummy 
variable called “Chinadummy”. Hence, South Korea will be the benchmark group and China will 
be the treatment group. This variable corrects for any differences in FDI inflows between China 
and South Korea except from the real exchange rate and control variables.  
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V. EMPIRICAL RESULTS 
 
Table I: Estimated results of separate regressions for South Korea and China 
 
 
 
Note (1) Values without parentheses are estimated coefficients (besides from the last row). (2)  
P-values in parentheses. (3) *=Significant at 10%, **=Significant at 5%, ***=Significant at 1%.  
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Separate regressions for South Korea 
To start off, we can observe “Table 1” and conclude that our variable of interest, “Log 
(real effective exchange rate) for KRW”, is not significant, regardless of our three different models. 
However, we can observe that the coefficient “Log (real effective exchange rate) for KRW” is in 
absolute values higher in the limited model where we only observe the real effective exchange rate 
and the two-time variables, compared to when we are including the control variables for real 
interest rate and volatility.  
Even though the real effective exchange rate variable is not significant in any of the 
regressions, the coefficients are negative in all of the three models. This would suggest that an 
appreciation of the local currency will lead to decreased FDI inflows and the other way around.  
“Log (lagFDI)” is significant in all of the regressions and “year” is not significant in any of them. 
However, including both of the variables would hopefully give us a more comprehensive result 
than if we would only include one of them since including both of the variables decreases the 
probability for highly persistent- and time trending variables. 
Henceforth, we added the variable “real interestrate” and by observing “Table 1”,  
we can notice that the variable is highly significant in both of the regressions where it is included. 
The coefficients for this variable is approximately 0,07 for both of the regressions which indicates 
that if the real interest rate increase by one basis point, the FDI inflows will increase by 
approximately 0,7 percent. 
As we can see by looking at “Table 1”, the volatility variable is not significant in the 
third regression. However, the coefficient which is -0,14 is indicating a negative correlation,  
so that increased volatility would decrease the FDI inflows. Besides this, the real interest rate 
variable is still significant when we have added volatility as a variable in the third regression.  
We can conclude that the time variable “Log (lagFDI)” and the real interest rate variable  
“real interestrate” is significant in all of the three regressions. However, the real effective exchange 
rate variable and the volatility variable is not significant in any of the regressions. Based on our 
data and our regressions, we can thereby state that the real interest rate seems to have a significant 
impact on the level of FDI inflows in South Korea, while the real effective exchange rate and the 
volatility of the nominal exchange rate does not seem to have as big of an impact in our regressions. 
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Separate regressions for China 
By looking at “Table 1”, we can start by observing that all of the variables in the first 
regression are highly significant. The coefficients for “Log (real effective exchange rate) for CNY” 
is approximately equal to -1,0 which indicates that if an appreciation by one percent of the local 
currency CNY against the weighted average index occur, the FDI inflows would then decrease 
with -1,0 percentage. The coefficients for the time variables are positive which simply indicates 
that FDI is increasing over time. When we add the real interest rate variable we can observe that 
this variable is not significant.  
The coefficients for the already included variables changes little when we add the 
real interest rate variable. The volatility variable is, as we can see in “Table 1”, insignificant. The 
coefficient for this variable is 0,17, but considering the high p-value, we can not draw any 
conclusions from this. The variable “Log (lagFDI)” is highly significant in all of the three 
regressions while “Year” is only significant in the first short model. Our most valuable conclusion 
based on these results is that the real effective exchange rate does, in fact, seem to have a significant 
impact on the FDI inflows in China, while as an opposite to South Korea, the real interest rate does 
not seem to have as big of an effect on the FDI inflows.  
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Table II: Estimated results of the fixed effect panel regression 
 
 
Note (1) Values without parentheses are estimated coefficients (besides from the last row). (2) 
Values in parentheses are probabilities of t-statistics (P-values). (3) *=Significant at 10% 
significance level, **=Significant at 5% significance level, ***=Significant at 1% significance 
level.  
 
Fixed effect panel regression 
In order to get more observations and to investigate any differences between the 
countries, we created an assembled fixed effect panel regression that is including both of the 
countries. This model gives us 60 observations in each regression instead of 30, which allows for 
a more accurate estimation of the model coefficients. The results of our fixed effect panel 
regressions are in line with our previous regressions, which is that an appreciation of the local 
currency, would decrease the FDI inflows. 
The coefficient for “Log (real effective exchange rate)” is significant at the  
5 percentage level in the first two regressions, and has a significance level of 10 percentage in the 
third one. (P-value of 0,058).  
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The coefficients for “Log (real effective exchange rate)” is approximately -0,7 and 
this coefficient is closer to the one in the regressions where we are only observing China compared 
to the one where we are only observing South Korea.  
Neither the real interest rate variable, the volatility variable, the year variable nor the 
dummy variable which should separate the effect between the two countries is significant in any 
of the regressions. However, “Log (lagFDI)” is highly significant in all of the three regressions.  
 
Summary of results 
Our regressions indicate that an appreciation of the local currency against the average 
index of major currencies decreases the FDI inflows. It is possible that the relationship between 
the exchange rate and the FDI inflows have the same outcome in South Korea, but that other factors 
could affect the FDI inflows which make this variable insignificant in our regressions. The major 
reason for why this relationship between the real effective exchange rate and the FDI inflow could 
be negative is according to what Froot & Stein (1991), Dewenter (1995) as well as Takagi & Shi 
(2011) mentioned, that the value of the local currency is increasing compared to foreign currencies. 
Therefore, the local currency becomes more expensive and the cost of capital would increase. Due 
to the appreciation of the currency, the initiative for the foreign investors to invest into the country 
would decrease, since their capital will be worth less in the foreign country compared to their own 
local country.  
For instance, investing in Chinese stocks that are listed in yuan would be more 
expensive, even though the actual price for the stock is not changing. Another example would be 
an investment in a big construction project where you have to pay for wages, material i.e. in the 
yuan. Furthermore, in most of our regressions, the real interest is showing a positive correlation 
with the FDI inflows. Thereby, a higher real interest rate indicates higher FDI inflows. This is 
consistent with the notion that the return on capital increases. Higher interest rates increase the 
attraction level for investors to bring their capital into the country. Even though the volatility is 
insignificant in the regressions, it still shows a negative correlation with the FDI inflows. This is 
in line with the notion that higher volatility is usually an indication of higher uncertainty and risk 
for the potential investments. It also increases the risk premium and thereby, the cost of capital 
increases.  
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In all our regressions, we can observe that the coefficient of determination is very 
high (at least above 0,89). As an opposite to the results based on the regressions for South Korea,  
the real interest rate does not seem to have an impact on the FDI inflows, while the real effective 
exchange rate seems to have a significant impact in China.  
The similarity between the countries is that the volatility variable is not significant. 
Furthermore, the majority of the regressions also show a negative correlation between the volatility 
and the FDI inflows in both of the countries as well as in the fixed panel data.  
 
VI. DISCUSSION 
 
According to previous studies, there are several different opinions about the 
correlation between the exchange rate movements and the FDI inflows. Our results give power to 
Froot & Stein (1991) and Dewenter (1995) since they, as previously mentioned, claim that the 
relationship between these two factors would be negative. The result was also equivalent to our 
expectations and it was the most logical relation in our opinion.  
Our results regarding the volatility are equivalent to the hypothesis from theories 
such as Campa (1993) Dixit & Pindyck (1994, 1995) as well as Rivoli & Solario (1996). They all 
states a negative correlation between the two factors, this was also something we expected. 
However, there are several ways to measure the volatility and to get a more accurate model, it 
could be recommended to use daily average instead of weekly.  
Another speculative conclusion that we made is that the correlation between FDI 
inflows and exchange rate movements tend to be negative in advanced markets, which we can 
notice by reading results by Froot & Stein (1991), Dewenter (1995) and Takagi & Shi (2011). 
Looking at the results by Lily, et al (2014) and Quéré, et al (1999), we can observe that the 
correlation between the two factors is positive and all the countries observed in their studies 
would be defined as emerging markets. We can not draw any final conclusion regarding this, but 
it is likely that this is the case because the positive effect of a currency appreciation on FDI 
inflows is bigger than the negative in emerging markets and the other way around. This is in turn, 
as previously mentioned, mostly because a stronger currency is a sign of increased purchasing 
power and thereby, it attracts foreign investors. This effect is, by our speculative conclusion not 
as strong in advanced markets. 
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Further on, based on our regressions, we find it hard to see any differences between 
fixed and floating exchange rate. Devereux & Engel (2001) and Aizenman (1993) believed that 
floating exchange rate was most preferable in terms of the FDI inflows. We expected the same 
result as previous studies but it is hard to draw any conclusions regarding this subject. In general, 
this study and thereby, these results are very limited. This is mainly since we only have 30 
observations for each country which in turn is because the FDI inflow is reported yearly. Regarding 
this, both South Korea and China could be defined as emerging markets in the beginning of our 
observed time period. However, we would define them as advance markets after the mid 90’s.  
 
Outlook 
For a deeper study in this field, without any focus on Asia, we would first and foremost 
recommend using yearly observations for at least 20–30 countries. This is also what we would do 
if we had the chance to start over with this thesis and thereby, the fact that we did not observe more 
countries could be seen as the biggest mistake in this case. The reason for why we did not do this 
is that we believed it would make the study to comprehensive and require to much time and 
resources.  However, our post analysis is that it would be better to observe more countries and not 
to focus as much on each specific country. If someone were interested in looking at the same years 
as in this study, that would give you 900 observations, which in turn would give a much more 
powerful and accurate result, since a higher number of observations obviously reduces the 
probability of high or low mean values of the observations. In other words, more observations as 
well as more variables are contributing a better explanation of the process and thereby, the model 
illustrates a more accurate representation of the reality.  
There are also several other variables to consider regarding what is affecting the FDI 
inflows, such as significant political changes within the country, different kinds of capital inflow 
regulations, regimes, geographical resources, social structures as well as different technological 
aspects. Besides this, a good idea would be to consider nominal exchange rates, nominal effective 
exchange rates, real exchange rates as well as real effective exchange rates as variables, in order to 
get a more comprehensive and powerful result. This is mainly due to the fact that this would make 
it possible to specifically observe how the different measurements of the exchange rate differ 
regarding the impact on FDI inflows.  
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For instance, if the real exchange rate seems to have a bigger effect against the US dollar 
compare to the real effective exchange rate, it would be interesting to analyze why the FDI inflows 
are more sensitive to changes within the local exchange rate against the US dollar than against an 
average basket of major currencies. However, our opinion is that the real effective exchange rate 
would be the best indicator in order to distinguish exchange rate movements, independent from 
foreign exchange rates and inflation. 
 
VII. CONCLUSION 
 
Based on our collected data and empirical results, we found that the real effective  
exchange rate does have a significant impact on the FDI inflows in China but not in South  
Korea. However, we are aware that our regressions would not be as accurate and significant as 
previous studies since we are only using 30 or 60 observations.  Nonetheless, our regressions still 
provide a general description of the relationship between our different variables. Hence, we can 
draw the conclusion that our results give evidence for our hypothesis regarding the fact that the 
correlation between exchange rate movements and FDI inflows is negative.  
In other words, we find an indication that our hypothesis, as well as Froot & Stein 
(1991) and Dewenter (1995) theories, are correct during these circumstances. Based on our results, 
we can not observe any significant differences regarding how the exchange rate is impacting the 
FDI inflows depending on fixed or floating exchange rate. Finally, we have not made any more in-
depth investigation why the real effective exchange rate variable is significant for China but not 
for South Korea, but there are several eventual reasons for why this could be the case. For instance, 
several variables contribute to FDI inflows and some variables that we not choose to include in our 
regressions model could have been more important for South Korea compare to China, thereof the 
results might differ.   
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                                            APPENDIX 
South Korea 
Regression 1 
Log(FDI), log(real effective exchange rate), log(LagFDI) & year. 
 
Regression 2  
Log(FDI), log(real effective exchange rate), real interest rate, log(LagFDI) & year 
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Regression 3 
Log(FDI), log(real effective exchange rate), real interest rate, volatility, log(LagFDI) & year 
 
 
China 
Regression 1 
Log(FDI), log(real effective exchange rate), log(LagFDI) & year 
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Regression 2 
Log(FDI), log(real effective exchange rate), real interest rate, log(LagFDI) & year 
 
 
Regression 3 
Log(FDI), log(real effective exchange rate), real interest rate, volatility, log(LagFDI) & year 
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Fixed effect panel regressions 
Including South Korea and China in the same regression, in order to achieve more 
observations. 
Regression 1 
Log(FDI), log(real effective exchange rate), log(LagFDI), year, China=1 
 
Regression 2 
Log(FDI), log(real effective exchange rate), real interest rate, log(LagFDI), year, China=1 
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Regression 3 
Log(FDI), log(real effective exchange rate), volatility, real interest rate, log(LagFDI), year, 
China=1 
 
 
 
 
